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EDITORIAL COMMENT... 


On Editorials 


HIS may be an unusual subject for editorial comment, but there comes a time 

when one should ask the basic question, ““What is it all about?” 

Cost and Management gets into the hands of several thousand people who have 
a professional interest in industrial. accounting. Editorial comments are written for 
these readers. Their aim is to provoke thinking on subjects which directly affect or 
should be of interest to the industrial accountant. The comments should arouse his 
curiosity and help him reach an informal opinion on the matters dealt with. Some 
editorials are even written in the hope of arousing action as well as thought. 

The dictionary defines an editorial as “an article in a magazine or newspaper 
commenting on a current topic or presenting the policies of a publication.” Let us 
appraise some of the articles in Cost and Management and see how current they 
are in the light of subsequent events. 

The June editorial was devoted to “Management Accounting”, the boundaries 
of which term are now clearly emerging from the initial mists of confusion. This 
subject has been of intense interest recently, both here and abroad. Some indication of 
the worldwide importance it has assumed is given by the “Report on Management 
Accounting” which we have just received. The report was written by S. Prakash 
Chopra, S. N. Desai and E. V. Srinivasan, members of the Indian Management 
Accounting Team nominated by the Council of the Institute of Chartered Account- 
ants of India, and is based on their study tour of the United States and Canada in the 
Fall of 1957. In the introductory letter, the report says ‘that the team will feel itself 
amply rewarded for its labours if the report should result in making the Institute 
of Chartered Accountants of India, its members and those in industry, in general, 
better aware of management accountancy. 

A full page of this report is devoted to our Society and its study courses, which 
is a valuable indication of the Society’s standing with objective appraisers. This 
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external recognition is gratifying support for the editorial which appeared in the 
June issue of Cost and Management evaluating the Educational Foundation’s con- 
tribution to accounting education. In that editorial, the unique nature of the Society’s 
courses was emphasized. 

Another editorial which fulfills the “policy-presenting” aspect of our definition, 
appeared in the April issue. This editorial explained the reasons for maintaining the 
thesis requirement as a condition of R.I.A. graduation. A further dividend from this 
requirement has now been made possible by the Committee on Publications and 
Technical Services’ plan to publish several complete theses each year. 

The January issue was slanted toward the discussion of inflation, a problem which 
now intensely occupies our senior chamber, the Senate, and which will keep us all 
extremely interested for a long time to come. It is the real issue in the big steel strike 
in the U.S.A. and has a tremendous political momentum. Accountants are vitally 
affected by the effects of inflation on statements and reports and vice versa. 

It is our earnest hope that some of these editorial comments have fulfilled their 
purpose and reached the people whose actions can contribute to the steady improve- 
ment of standards in our profession and the economic structure. 
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Our New President... 





THOMAS A. KENNEDY, R.I.A. 


Elected President of the Society of Industrial and Cost Accountants of Canada at the 38th 
Cost and Management Conference recently held in St. Andrews, N.B., was Thomas Alexander 
Kennedy, R.I.A., of Vancouver. 

Mr. Kennedy was one of the first graduates of the British Columbia Society and has been 

active in committee work and the Executives of the National and Provincial Societies for several 
years. 
Born in Alberta, he later moved with his family to Vancouver. There he attended the Univer- 
sity of British Columbia and in 1946 joined Pacific Coast Pipe Co. Ltd. as Office Manager. 
In 1951 he was appointed to his present position of Vice-President and Managing Director and 
in that year also he received his R.I.A. certificate. Among the many business and civic organiza- 
tions in which he is active are the Canadian Manufacturers Association, the Metropolitan 
YMCA in Vancouver, the Terminal City Club and the Vancouver Arts Club. With his wife 
and two children he enjoys boating and gardening. 

Facing the Society in the coming year are many new and exciting challenges, notably the 
expansion of its technical services program and the consolidation of its resources into one 
effective and authoritative professional voice. From what we know of Mr. Kennedy, his un- 
wavering interest in and wide knowledge of Society affairs, his considerable executive capacities 
and his personal philosophies, he is a man who can provide the forceful and aggressive leader- 
ship demanded by the future. 
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THE EVOLUTION AND PRESENT 
STATUS OF MANAGERIAL ACCOUNTING 


By L. J. Benninger, 
Professor of Accounting, 
University of Florida, 
Gainesville, Florida. 


This article traces the history of managerial accounting from 
its early origins in the period following the Industrial Revolu- 
tion to some of its latter-day aspects, such as standard costing, 
budgeting, financial accounting and profit-chart analyses, di- 
rect costing, controllership accounting and internal auditing. It 
examines the nebulous boundaries of this new science and 
assesses its present-day situation. 


ANAGERIAL accounting shows the bright, new mid-century face of modern 

accounting representing the outcome of an adjustment process begun many 
years ago. Modern accounting, like its sister social sciences: economics, statistics, 
and the law, is a product of an evolution in the general cultural pattern of western 
society. 

Historically, double-entry accounting served initially the needs of traders ex- 
changing goods in a predominantly agricultural society. Stress in accounting pro- 
cesses was upon accounting for purchases and sales and for receivables and payables. 
Increments in proprietorship were measured primarily on the basis of an excess of 
recorded cash receipts over recorded cash payments. 


IMPACT OF THE INDUSTRIAL REVOLUTION 

The Industrial Revolution had particular import to accounting evolution, for it 
evoked significant modifications in and extensions of accounting processes. The In- 
dustrial Revolution brought with it changes in production requiring increasing in- 
vestment in enterprise. Whereas formerly investment was centred largely in mer- 
chandise available for ready sale, now expensive power machinery, related facilities, 
and an extended productive process called for heavy outlays of capital. Con- 
comitantly, accompanying changes in production and the need for increasing 
amounts of capital was the emergence of the modern corporation. Its limited liability 
feature made possible tremendous concentrations of capital contributed by the many. 

Prior to the Industrial Revolution and the development of the modern corpora- 
tion, managerial activities could be characterized as being accomplished predomi- 
nantly by an owner class. Subsequently, ownership became largely divorced from the 
immediate operations of business, and a new hierarchy of hired managers evolved. 





At present Professor of Accounting at the University of Florida, Dr. Benninger has 
been teaching since 1937 and has also engaged in private consulting and auditing 
work. A native of Rochester, New York, he is a graduate of the Universities of Iowa 
and Missouri. He is a member of the American Association of University Professors 
and the American Accounting Association and was Chairman of the latter’s Com- 
mittee on Cost Concepts and Standards (1950-52). Currently working on a cost 
accounting text, he is a contributory author to the forthcoming edition of Lang’s 
Cost Accountants’ Handbook and has written extensively for accounting and business 
publications, 
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Two distinct problems involving accounting arose in this new milieu: 

(1) The need for information concerning product costs. 

(2) The need for information by owners to control top management and the 
need for information by top management to control subordinate technical 
management. 

Product cost information was required to: 

(1) Provide a basis for product pricing. 

(2) Determine profitable lines. 

(3) Aid in the valuation of inventories. 

(4) Provide a basis for profit determination. 

At the beginning of the Industrial Revolution, traditional accounting processes 
served these purposes poorly. The accounting of the times was oriented essentially to 
the needs of a simple trading society where cost of product was construed to be the 
equivalent of purchase price, or, as under the Domestic System of Production, cost 
was largely raw material purchase price plus payments made to homeworkers. Con- 
ventional accounting easily compiled such costs and related them to products sold. 

In the new situation following the Industrial Revolution, however, accounting- 
wise, there existed an “area of mystery.” Materials, machines, and services were 
purchased, and after an extended period of processing, goods with sales values 
emerged. Where more than one product was produced, the traditional accounting 
system provided no means to match costs of complex operations with resulting 
products. Consequently, management sought for some device which would assign 
costs to products to serve the four purposes previously enumerated. Also, if owners 
were to be kept informed about the success or failure of their investments, product 
cost information was required for profit-reporting purposes. 

The new industrial environment developed various levels of management leading 
downward from top management to subordinate management. To effect its objec- 
tives, top general management needed to exercise control over the efforts of technical 
management. In turn upper technical management needed to control the efforts of 
subordinate technical management. Essentially what was required was information 
concerning efforts and costs by areas of responsibility. Here again the traditional 
accounting system was deficient in providing the information called for. 


EMERGENCE OF COST ACCOUNTING AS A MANAGERIAL TOOL 

Consequently, there evolved towards the close of the 19th century and the early 
part of the 20th, one of the first managerial control devices emanating from the In- 
dustrial Revolution—cost accounting. At first cost accounting was but a simple, mem- 
orandum system of accounts independent of general accounting processes, aping 
efforts at prime costing attempted many centuries before. Gradually, in the early 
part of the 20th century, complex costing techniques evolved capable of accounting 
for complex overhead costs and matching these with diverse products. 

By 1920, answers to major problems arising from the Industrial Revolution to 
the costing of products had been posed. During this same period, rather well-de- 
veloped procedures emerged to account for factory costs by areas of responsibility. 
At this point, A. Hamilton Church’s division of a plant into “little factories” comes 
to mind. Also, the gradual application of cost accounting techniques to distribution 
cost problems and non-manufacturing businesses was begun. 
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STANDARD COSTING 

The Great Depression of the ’30s gave impetus to reducing and minimizing cost 
and therefore accentuated the need for more positive managerial cost controls. Keep- 
ing accounts for actual costs without comparison with standards may be a frustrating 
experience, for the manager never really knows the degree of efficiency with which 
present operations are carried on. He merely knows whether they are better or worse 
than those which took place in the past. 

Standard cost installations, however, provide the manager constantly with a pic- 
ture of actuals compared with scientific criteria of what costs should have been. 
Management thereby has an opportunity to visualize states of efficiency throughout 
the organization and to provide corrective measures at points of greatest or most 
significant inefficiency. Throughout the ’30s, a great variety of experimentation was 
conducted in standard costing, and techniques of standard cost accounting for manu- 
facturing developed to a high degree of perfection. 


BUDGETING AS A PHASE OF MANAGERIAL ACCOUNTING 

Largely paralleling the development of standard costing, there developed also a 
need for and a knowledge of budgeting processess. Twentieth century management, 
entrusted both with the problem of conducting the immediate operations of the busi- 
ness and the formulation of long-term policy, sought techniques to contain some of 
the significance of the future in the present. Budgeting gave a partial answer to this 
problem. 

Budgeting is related to both long-term and short-term planning and encompasses 
within its scope all the activities of an organization from those accomplished by top 
management to those inherent in the smallest measurable operation. It includes all 
functions of a business such as production, distribution, finance, and record keeping. 

Budgeting is closely related to accounting and necessarily so. Budgeting is pre- 
mised in large part upon data contained in the accounting records. Appraisal of the 
effectiveness of budgeting is attained by a comparison of data accumulated in the 
accounting records with detailed budget records. In turn the keeping of accounting 
records may be modified by the requirements of budgeting. Budgeting, therefore, is 
quite similar to the use of standards in its impact upon accounts. As a matter of fact, 
budgets are essentially a species of standards broadened to include revenue and cap- 
ital outlays as well as cost and expense data. In this sense then, budgeting is an aspect 
of managerial accounting. 

Budgeting serves the following managerial purposes: 

(1) It forces the organization to look ahead, to meet problems before they 
arise. 

(2) It establishes goals for efforts, of revenues, costs, and expenditures. 

(3) It appraises individual performance with respect to these goals. 

(4) It provides for corrective action when operations deviate from manage- 
ment’s plans and intentions. 

(5) It trains an organization in the art of cooperation. 


FINANCIAL ACCOUNTING AS A MANAGERIAL TOOL 
The use of financial accounting itself as a managerial tool should not be lost or 
minimized in this discussion. The evolution and refinement of accrual accounting 
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theory coupled with the development of cost-finding systems brought the income 
statement into prominence as an overall managerial control device. The income 
statement summarizes results of the profit-seeking efforts of management. It points 
to management’s success or failure in this area relative to the efforts of other com- 
panies in the same industry. Furthermore, relative to either past performance, 
standards, budgets, it indicates deviations from management’s goals by income, cost, 
and expense categories—for products, territories, or divisions. Comparisons of in- 
come statement data may lead to further exploration as to underlying causes of 
variations and deviations and thereby result in the eventual attainment of manager- 
ial objectives. Ratio analysis when applied to both data contained in the balance 
sheet as well as the income statement lends greatly to the problem of interpretation 
of events, thereby providing a basis for the guidance of subsequent activity. 


ACCOUNTING AND THE PROFIT CHART 

Once the accountant focussed his attention on the problem of relating overhead 
costs to products, he became involved willy-nilly in the problem of the effect of 
volume changes in cost. In early discussions concerning normal overhead rates, 
the distinction between fixed and variable costs came to the fore. Such a distinction 
was carried forward later into the first rather unsophisticated discussions of the 
break-even point and profit chart. 

The profit chart portrayed an organization’s costs generalized into fixed and 
variable categories in flat relief against a sales curve premised upon a constant sell- 
ing price. The break-even point was useful as a taking-off point for discussions per- 
taining to alternatives in sales volume, sales prices, and costs. Such profit-volume 
studies laid the ground work for later more specific revenue and cost studies invol- 
ving an almost unlimited variety of alternatives in action. 


FLEXIBLE BUDGETING 

As soon as the fixed-variable distinction became generally known and statistical 
techniques had evolved to separate costs into their fixed and variable elements, flex- 
ible budgeting became possible. Flexible budgeting represents a dynamic phase of 
budgeting wherein adaptability to change is stressed. In flexible budgeting, costs of 
an area are arranged according to varying levels of output, for example: 


Cost 40% 50% 60% 10% 80% 90% 
Xx 2,000 2,500 3,000 3,500 4,000 4,500 
Y 1,500 1,500 1,500 1,800 1,800 2,100 
Z 5,000 5,000 5,000 5,000 5,000 5,000 


Should a failure take place in the premises of static budgeting, a transition to 
changed budgeting allowances is guided and facilitated by a plan of flexible budget- 
ing. Flexible budgeting is therefore a positive and dynamic managerial control device. 


DIRECT COSTING r 

Increasing awareness of fixed-variable elements of cost led to a new school of ac- 
counting which in part at least urged a revolution in costing methods. The direct cost 
accountant concentrated management’s attention on activity costs and profit mar- 
gins. Whether the problem was one of product or department, the direct cost ac- 
countant’s interest was on the revenue contribution above variable costs. Extreme 
advocates of direct costing urged the treatment of fixed costs as period charges and 
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the funnelling of variable costs only into the inventory-cost of goods sold stream. 
In this latter respect, direct costing represented a backward turn in the wheel of 
history to the period of cost accounting which emerged directly following the Indus- 
trial Revolution. More recently, however, a balance appears to have been struck 
where, although stress is placed on “direct” (variable) costs for control purposes, 
ultimately, before the conclusion of a fiscal period, fixed costs are apportioned 
between inventories and cost of goods sold. 


EXPANSION OF ACCOUNTING CONCEPTS. SPECIAL COST STUDIES 

Following the awareness and intensive use of the fixed-variable classification, in- 
terest of accountants expanded into costs expressed in such unconventional terms 
as: sunk, incremental, out-of-pocket, opportunity, and imputed. Also, concepts of 
replacement and current market costs, long dangled about in the financial account- 
ing literature, came into current use and consideration in the preparation of special 
cost studies. 

This phase of managerial accounting is difficult to describe utilizing apt and ex- 
pressive terminology. In essence, it signifies the growing maturity of both the man- 
ager and the accountant in the realm of economic affairs. More particularly, on the 
part of the acountant, it represents a movement towards a system of accounting 
which recognizes the need for expressing accounting data in a variety of ways de- 
pending upon management’s needs. 


DISTRIBUTION COST ACCOUNTING 

Distribution costing has been in slow development from the first awakening to the 
recognition of the distribution cost problem following World War I. Because early 
in the development of product cost accounting, accountants reacted adversely to the 
inclusion of distribution costs in an all-inclusive overhead rate and because of the 
difficulty of matching certain distribution costs with product, distribution costing for 
many years received little or no attention within the formal system of accounts and 
were treated largely as period charges. Although today there are instances of excel- 
lent distribution cost systems tied in with the general accounts, these are few and 
far between and are handicapped by the prevalent financial accounting attitude to- 
wards distribution costing. 

However, technical sales management long has felt a need for an expression of 
distribution cost data on a variety of planes: product, district, salesman, customer, 
etc., and systems of statistical accounting for distribution costs have grown up out- 
side the formal accounting routine. Although these have partaken of developments 
in accounting and cost accounting, they often have led or preceded such develop- 
ments. Thus a concerted and organized attack on distribution cost and revenue 
problems on a special study basis predated a general awareness of special cost stud- 
ies by the accounting fraternity in the late 40s and early ’50s. In a sense, statistical 
distribution cost systems represent competing systems of classification and analysis. 


CONTROLLERSHIP ACCOUNTING 

Controllership accounting is somewhat of a misnomer, for modern controllership 
is often interested in records, standards, and procedures of a control nature consider- 
ably broader in scope than those specifically related to the operations of a depart- 
ment of accounting. 
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Furthermore, the activities of the controller may place him in the very top 
echelons of management control. The interests of the modern controller are com- 
pany-wide in scope and involve reporting at all levels of management, reporting to 
stockholders, and reporting to outsiders, such as financial institutions and various de- 
partments of government. Although typically the controller may be said to have his 
hands in accounting and budgeting, and often in statistics, internal auditing, and 
office mangement, he is concerned with co-ordinating control efforts exerted inter- 
nally and control efforts involved in maintaining and improving the position of the 
firm in its larger social and economic environment. 

It is only when controllership is conceived narrowly as a limited accounting func- 
tion that such areas as statistics, internal auditing, office management, and a most 
recent development, a department of managerial controls, will detract from the 
broader managerial aspects of accounting as well as the cohesive and integrating 
aspects of controllership. When rightly recognized and practised, the accounting 
phase of controllership represents an expansion in the usefulness of accounting 
records throughout an organization. Improvements in the keeping of accounts are 
attained, and records in one area of a firm become integrated with those of another. 
Furthermore, the usefulness of accounting records are increased through contact with 
and adaptation to records of a statistical nature also coming under the jurisdiction of 
the controller. 

In so far as controllership has expanded the usefulness of accounts to manage- 
ment, it represents a significant aspect of the development of managerial accounting. 
In so far as it has concerned itself with other tools of managerial control and with 
broad questions of managerial policy, it represents a phase of business practice above 
and beyond the managerial accounting function. 


INTERNAL AUDITING AND MANAGERIAL ACCOUNTING 

The internal auditing function varies in scope from that of a routine checking de- 
vice or minor arm of the controller to a significant, independent control function 
reporting to or above the president of a company. Like controllership, it was origi- 
nally derived from a purely accounting environment. However, it has expanded into 
a major guidance and appraisal device over a variety of control techniques utilized 
by management. Internal auditing inspects, investigates, and tests conformance with 
standard procedures or policy, recommends changes in procedures or policy, and in 
general appraises the functioning of various control devices. In so far as such activi- 
ties are related specifically to accounting, they improve and enhance the usefulness 
of accounting as a managerial tool. In so far as they go beyond accounting into a 
broad variety of control devices, internal auditing becomes a major managerial con- 
trol device existing in its own right. 


t 


SUMMARY 

Managerial accounting is a product of developments emanating from the Indus- 
trial Revolution. It represents a phase of business administration growing out of the 
needs of a relatively new, non-owner class of management. Managerial accounting 
unlike the initial development of cost accounting is not a separate sphere of account- 
ing but constitutes instead an orientation of the various spheres of accounting and 
related organizational procedures to dynamic, decision-making needs of management. 
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Managerial accounting includes cost accounting broadly construed so as to apply 
to diverse problems of business such as production and distribution, to problems of 
factories, retail stores, restaurants, and hospitals. Managerial accounting includes 
also standard costing, budgeting, both static and flexible, financial accounting 
analyses, profit-chart analyses, direct costing, special cost analyses, controllership 
accounting, and internal auditing. 

Unlike the alignment of accounts within a formal ledger, the various areas making 
up managerial accounting do not have carefully defined limits as one account has 
to another nor are they co-ordinated in the same way. Furthermore, there will be no 
common recognition of the various aspects of managerial accounting from one firm 
to another as there would be of one type of account to another. Nevertheless, 
managerial accounting represents an evolution of accounting as a whole to better 
serve the decision-making needs of a scientific and progressive-type management. 


For further reading 
REPORT OF COMMITTEE ON MANAGEMENT ACCOUNTING, The Accounting Review, 
April 1959. 
AN INTRODUCTION TO MANAGERIAL ACCOUNTANCY, by George Moller, The Commerce 
Journal, 1957, The Commerce Club, University of Toronto. 
MANAGEMENT ACCOUNTING: ITS TWOFOLD IMPACT, by R. E. Palmer, The Account- 
ants Journal, October 1957. 
MANAGEMENT ACCOUNTING, by M. C. Coutts, The Canadian Journal of Accountancy, 


December 1956. 














OPPORTUNITIES ABROAD FOR CANADIANS 


Accounting advisors and instructors are needed for short term technical assistance 
assignments in Burma, Pakistan and Ghana on contract under the auspices of the 
COLOMBO PLAN. 


Candidates should be B.Com., C.A. or R.LA., preferably with a minimum of 
five years practical accounting experience, and some experience in formal lecturing 
on basic accountancy subjects. 


Specialists are also required in transportation and industrial accounting. 


For further information, please contact 


Technical Co-Operation Division, 
Economic and Technical Assistance Branch, 
Department of Trade and Commerce, 


Ottawa, Ontario. 
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LOOKING AHEAD 

Revolution in Detroit—The auto makers are gambling on a whole new range of 
compact cars to join the present “family” cars. Here is the schedule: 

¢ 1959—Three new compact cars for the low-priced market: “Corvair”, “Valiant” 
and “Falcon” by G.M., Chrysler and Ford, in that order. 

¢ 1960—Six new compact cars under the Buick, Olds, Edsel, Mercury, DeSoto and 
Chrysler names. 

¢ 1961—Luxury compact cars by Cadillac, Lincoln and Imperial. 

¢ 1962—Big Three versions of the small car in the $15-1800 range. 

¢ The present standard lines are being completely redesigned. New look will feature 
more space inside, lighter and more economical cars which will be as long, low and 
wide as at present. 

¢ Aluminum air-cooled engines are planned and the transmission tunnel will be 
eliminated or reduced. Unitized bodies will appear, as well as independent rear wheel 
suspension. In other words, many long-overdue improvements will finally appear. 
“Aerial jeeps” have been successfully demonstrated. Two horizontal rotor propellers 
provide lift and flight. The device can also travel on a highway on regular wheels. 

A fire engine, small enough (8% feet long, 442 feet wide) to operate in aisles of 
plants and warehouses has been made in Italy. It carries two men and 450 lbs. of 
equipment, including extinguishers and ladders. 

The motel business is booming at a great rate. Particularly popular is the grand 
motel with swimming pools, gourmet restaurants and other signs of this affluent age. 
Return on investment runs from 15 to 30% compared to a high of 10% from stand- 
ard hotels. 


ON THE PERSONAL SIDE 

Air travel is governed by a multiplicity of rules and regulations designed to protect 
the passenger. However, if you fail to tighten your seat belt or wander around when 
you should stay seated, you will have a hard time collecting damages. 

¢ Insure yourself and property whenever you fly. Claims are subject to many re- 
strictions and litigation can drag on for years. Separate air insurance is available up 
to $100,000 on an annual basis and individual trip insurance can be had at every 
airport. r 

* Flights that start or terminate in a foreign country are governed by the Warsaw 
Treaty. By this, liability is limited on international flights to $8,300. 

* If an injury is sustained, file a claim immediately. 

Subnormal hearing is more prevalent than we imagine. 

* Hard-driving executives working under emotional strain may be prone to the ail- 
ment. 
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e The causes of hearing loss are chiefly: heredity; childhood diseases, repeatec 
colds, sinus infections, allergies, head injuries and otosclerosis, a disease that attacks 
the middle ear. 

e There is fairly good evidence that some types of loss occur most often in people 
who are intelligent, active, aggressive, at times frustrated in their ambitions and sub- 
ject to frequent periods of heavy emotional strain. 


OF GENERAL INTEREST 

Housing—1959 

A recent survey on housing trends shows a distinct return to the traditional type of 
home. 

@ The one-storey ranch type is still in demand. 

e The split-level, a step away from two-storey, is in sharp demand. 

e The two-storey house is staging a come back. Both split-level and two-storey types 
offer, of course, lots of room under minimum roof, as well as segregated areas for 
children or older folks. 

e Contemporary housing, despite the house magazines, has not caught on. Everybody 
looks at it, comments favourably, but doesn’t buy. 

e Regardless of exterior style, in demand are formal dining rooms, dressing rooms 
and lots of space, as in grandmother’s day. The kitchen is getting bigger and homier 
—more like the old-time cozy kitchen. Basement rumpus rooms are declining and 
the family room at ground level has more appeal. 

e Leading factors in choice of a home seem to be good location and space. Choice 
must have ample room, trees and be near schools, churches, shopping and work, 
although the latter is not as important. The investment factor enters the picture, since 
even second-time buyers are often not buying for keeps. 

e The house, like the car, is a status symbol to most of us. Anything above the 
$15,000 class must not have the look-alike feature. Gadgets are selling more and 
more houses. Swimming pools are quite common at $25,000 and up, plus screened-in 
patios and two-car garages. 

Life Insurance coverage is at a new high. Last year, Canadians bought $5.5 billion 
worth of new insurance, to bring the face value of all policies to $38.4 billion. 

e The ratio of this protection to national income was 155%, the highest in the 
world. In the U.S., this figure is 130% of national income; in the United Kingdom, 
it is the equivalent of 60%. 

¢ Growth has been phenomenal. In ten years, the population has grown by 26%, 
national income by 70%, but insurance by 137%. 

e This rise results mainly from an increase in the average holdings of each policy 
holder. In 1955, the average holding was $4,100. Now, it is $4,800. In 1925, for 
example, average holdings were a little over $1,000. 

e¢ Premium income was over $840 million, while total policy payments came to $461 
million. 

e Group insurance is a big leader these days. Sales in 1958 were nearly $1.2 of the 
total $5.5 billion. Total group holdings are nearly $11 billion. 

e Life business held by Canadian companies outside Canada totalled $10.4 billion, 
of which $1.5 billion was sold last year. About 70% of this is in the U.S., 16% in the 
U.K., 7% in the Caribbean and Latin America, 4% in Africa and 3% in Asia. 
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FOREIGN CAPITAL AND THE 
CANADIAN ECONOMY* 


By C. C. Potter, 

Associate Professor of Commerce, 
McMaster University, 

Hamilton, Ontario. 


Does the substantial American investment in the Canadian 
economy constitute a threat to our national sovereignty? In 
what economic sectors is this investment concentrated and 


how does it influence our everyday lives? Above all, do the # 


facts warrant a revision of our political policies and would 


the cure be worse than the disease? This article reviews the 


Canadian dilemma from all of the angles. 


OES CANADA, by its great dependence upon foreign trade and investment, ; 


resemble a kept underling—a bumptious member of the retinue of a wealthy 
nation? 

This paper will discuss the problem of satellitism in our economy in terms of capital. 
Is the importation of capital, in the form of foreign investment, a good thing? Does 
it create widespread benefits for Canadians? Or are these benefits siphoned from 
the economy prematurely by the policies of foreign parent companies? 

To put the question another way, is Canada’s dependence upon foreign capital 
too great? When only 58 cents of the Canadian investment dollar is derived from 
domestic sources and 42 cents derived from foreign sources, mainly American, is 
this breakdown of the Canadian investment dollar so lop-sided as to entail the sur- 


render of a significant degree of Canadian sovereignty? Are we, in other words, | 


truly a satellite economy? 

A recent speech by our Minister of Resources implied that possibly we are. Too 
much sovereignty in Mr. Hamilton’s opinion has already been sacrificed, and al- 
though he acknowledges that investment carries with it the prerogative of ownership, 
in his view these in some instances have been abused. And if I interpret correctly 
his speech to the Canadian Institute of Mining and Metallurgy in April, he would 
like to see the government assume a more dynamic role in the supervision of foreign 
investment. 


HOW DOES FOREIGN INVESTMENT AFFECT CANADIAN SOVEREIGNTY? 
This being the issue, then, let us look at the size and distribution of foreign invest- 
ment in Canada. In amount it is substantial, some $16 billions, and constitutes a 
degree of foreign ownership and control of industry unique in economic history. 
What is equally impressive is the growth of this investment since World War II. In 


*A radio address given over Broadcasting Station CKOC in Hamilton on May 3, 1959. 





Calvin C. Potter is Associate Professor of Commerce at McMaster University and 
Administrator of Research for the Society of Industrial and Cost Accountants. He 
is a graduate of Sir George Williams College and McGill University in Montreal and 
has lectured in accounting and economics at both institutions. While working towards 
his Ph.D. at McGill, he was awarded the McGill-Glasgow Exchange Fellowship and 
studied for a year at the University of Glasgow. Prior to joining the staff of McMaster 
in 1954, he was a senior auditor with P. S. Ross & Sons, Chartered Accountants. Dr. 
Potter has been a frequent contributor to accounting and business journals. 
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1939, in billions of dollars, it was $6,900; in 1945, $7,100; in 1953, $11,400 and in 
1958, $16 billion. These figures reveal graphically the accelerated accumulation of 
foreign investment in Canada. 

What we are critically concerned about are the implications of this accumulation. 
How does it affect Canadian economic development and Canadian sovereignty? 

If such investment makes funds available for the purchase of foreign machinery, 
patents, designs, etc., it facilitates an expansion of our economy and this without 
adding to the burden of demands on the existing productive resources of the country. 
If it is used to pay for such projects as the exploration and development of natural 
resources, the construction of manufacturing or distribution facilities or even the 
expansion of such facilities, foreign investment is advantageous. It accelerates the 
rate of Canadian economic development, creates employment, increases output and 
raises the level of National Income in Canada. In terms of economic growth, in 
other words, foreign investment is decidedly beneficial. 

But concerning its effects upon Canadian sovereignty, the result is less certain. 
The crucial factor here is the form assumed by the investment. Foreign investment 
can be in one of two forms: direct investment or portfolio investment, the distinc- 
tion between these two categories being related to the locale of shareholder control. 
When 50% or more of the voting stock of a company is held outside of Canada, the 
stocks and bonds of that company so held are classified as direct investments. Con- 
versely, portfolio investment relates to the foreign holding of stocks and bonds where 
50% of the voting stock is held in Canada. Thus the essential distinction is that 
direct investment is associated with foreign control (that is, more than 50% of the 
voting stock) while portfolio investment is not. 

These two categories therefore are extremely important in any assessment of the 
erosion of Canadian economic sovereignty. An increase in direct investment means 
an increase in foreign control, an increase in portfolio investment does not. In this 
light, the change in these two categories since the war is striking. Whereas since 1939 
direct investment has leapt upward by $3,300 million, portfolio investment in the 
same period has crept forward by one eleventh of that sum, namely $300 million. 
Clearly then, there has been an export of control over Canadian economic activity, 
and to that extent an erosion of Canadian sovereignty. 

How serious, one may ask, has been this erosion? Certainly it has not curbed the 
power of the Canadian parliament to legislate nor the ability of the Canadian 
government to exercise its powers. In the broad context of national sovereignty, 
therefore, it has not been serious. 


AMERICAN CAPITAL CONCENTRATED IN KEY INDUSTRIES 

However, in the narrower context of the markets of an industry, the answer may 
be different. Individual firms can exercise considerable private power within an in- 
dustry, particularly when there are just a few large firms within the industry. In these 
circumstances, whether foreign control of such power constitutes a threat to Cana- 
dian sovereignty depends upon the degree of concentration of foreign investment 
within the industry, and the degree of concentration of ownership in any one foreign 
country. 

Let us deal with the latter aspect, the concentration of ownership first. Foreign 
ownership is concentrated in two countries, the United States and the United King- 
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dom. Together they comprise the major portion of the total of foreign investment 
in Canada, representing 95%. 

Over the years there has been little change in their total share. But since 1939 
there has been a pronounced shift in their individual shares. In the twenty years 
since 1939 the United States’ share has grown from 60 to 79%, while the British 
share has correspondingly diminished from 36 to 17%. This shift of shares is 
equally striking if one considers only direct investment, that is, the investment asso- 
ciated with the exercise of private power. The United States’ share, here, rose from 
81 to 87% while that of the United Kingdom dropped from 16 to 10%. 

Although these changes are intriguing in themselves, what we are concerned about 
are their implications for Canadian sovereignty. Do they threaten Canadian control 
over the direction of our economic development? The answer depends upon whether 
the direct investment is spread evenly throughout the economy or bunched in cer- 
tain critical industries. In this regard, an estimate prepared by the Dominion Bureau 
of Statistics, indicates that there is significant bunching. A bunching, moreover, 
which is much more pronounced and threatening in relation to American invest- 
ment than to other foreign sources. To illustrate, let us consider the Canadian 
economy to be divided into five sectors: manufacturing, steam railways, distribution, 
utilities; and mining, smelting and exploration. If we examine the percentage of each 
sector owned by non-residents other than Americans, we find that the figures are 8% 
in three of the sectors, 3% in another, and 20% in the other. This last sector, how- 
ever, happens to be steam railways, an industry where private ownership is sub- 
jected to direct public control in matters of prices and quality of service. In the four 
remaining sectors not subject to direct public regulation, non-American investment 
is relatively immaterial and evenly dispersed. 

But the pattern of American direct investment is just the contrary. The share of 
sector owned is large and decidedly concentrated. In the sectors of utilities, steam 
railways and distribution, American ownership accounts for from 17 to 25%. In 
the sector of manufacturing, however, American ownership represents 38%, and in 
the sector of mining, smelting, petroleum exploration and development, 53%. In 
these last two sectors, American investment represents a critically large concentra- 
tion. These two sectors, moreover, are relatively free from governmental super- 
vision over such matters of business policy as prices, investment, quality of services 
and profits. They are the sectors, furthermore, which offer the greatest prospects of 
growth in the next 20 years. Thus in these sectors American investment may well 
entail a significant erosion of Canadian sovereignty. 


CANADIAN GRIEVANCE LIST GROWS 

From time to time symptoms of this erosion break into the news. One instance 
was the Ford Company’s refusal to trade with Red China. You will recall that the 
Ford Company refused to accept an order for trucks to be shipped to the Peoples 
Republic of China, not because the customer was unable to pay, nor because Ford 
of Canada was unable to fill the order, but because, being a U.S. subsidiary, the 
company considered itself bound by an Act of the U.S. Congress which forbids 
American firms or their subsidiaries to trade with Communist China. When the re- 
fusal was disclosed, there were loud indignant protests from union officers and 
muted but equally indignant objections from government officials. But these were 
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to no avail. The company remained adamant and as a result the manhours required 
to fill that order were not worked at the Ford Company, and this at a time of wide- 
spread lay-offs. Canadian sovereignty, many thought, was being usurped by an Act 
of the American Congress. 

That this was not an isolated occurrence was illustrated by the disclosure within 
the year of a similar refusal to trade with Red China by another American sub- 
sidiary, the Aluminum Company of Canada. 

In mentioning two specific examples, I do not want to suggest that such firms are 
plotting against the best interest of Canada. What frequently happens is that the 
policy to be followed is decided at the head office of the American parent company, 
and the officials there are unaware of the attitudes and interests of our country. 

This same insulation from Canadian conditions leads to other Canadian economic 
grievances which do not so readily make the news. They relate to the secondary 
benefits of subsidiary operations being denied Canadians. The list is a long one: 
American firms using non-Canadian designs and specifications; American firms im- 
porting for use in Canada products readily available here; the failure to use Cana- 
dians in senior management; and last but by no means least the failure to provide 
for participation by Canadians in the equity stocks of subsidiary companies in Canada. 

All American subsidiaries of course are not guilty of these offences. And every 
week one reads of firms introducing new policies to remedy or at least modify some 
aspects of our grievances. Nevertheless, proposals for government action to remedy 
the condition continue to be made, as is illustrated by Mr. Hamilton’s appeal for a 
more dynamic government policy and by a private bill recently discussed in Parlia- 
ment which would have forced closely-held subsidiary companies to disclose their 
financial position. 


CONCLUSION 

We must be cautious, however, in viewing such proposals. Nothing is more sensi- 
tive to interference than capital. In our free economy, capital is mobile. If it is made 
unwelcome, no matter how well-intentioned the policy and whatever the guarantees, 
we risk its withdrawal and settlement elsewhere in a more receptive climate. 

Although a policy of more pronounced economic sovereignty appears warranted, 
we must remember that much of the investment made in Canada by foreign parents 
is precisely because of the absence of stress on economic sovereignty, is precisely be- 
cause firms are free to employ their investments the way they wish. To change this 
condition is to seriously risk sacrificing some of our present benefits. 

The greatest of these benefits is that foreign investment has enabled Canadians 
to have their cake and eat it too. Foreign investment has enabled us to sustain a 
phenomenal rate of growth since the war, requiring a rate of investment of over 
20% of our gross national product, and at the same time to raise our standard of 
living and assure ourselves a greater degree of individual_security. 

Herein lies the Canadian dilemma. In the past we have deliberately sacrificed a 
share of control over our economic destiny in order to accelerate growth. To now 
place restrictions on investments from abroad would slow down our rate of growth 
unless alternative sources of domestic capital could be uncovered. And such sources 
could only take the form of increased savings with a corresponding reduction in the 
package size of the Canadian Standard of consumption. 








The Economic scene. 
by W. Allan Beckett 


MID-YEAR ECONOMIC REVIEW 


HE PAST YEAR has shown that Canada has successfully weathered its third 

post-war recession. Industrial production and the Gross National Product have 

risen to new peaks. Employment has not recovered all the lost ground but is begin- 
ning to rise and unemployment has receded from the winter hardship levels. 

Despite this performance, a few nagging doubts remain. The experts, as well as 
the layman, are asking questions. How rapid has the expansion been to date? How 
does our progress compare with earlier periods? Are we again approaching a full 
employment economy? How long will the prosperity last? Will we be plagued with 
inflation and tight money again? These are some of the questions this review seeks 
to answer. 


RECOVERY IN PERSPECTIVE 

In comparison to the two previous business expansions, the revival of the past 
year looks relatively weak. The rate increase in the Gross National Product, the total 
value of all goods and services, has been smaller to date (3.8% ) than in 1950 (9.6%) 
or 1955 (6.0% ). What is possibly more important, the pattern has not been uniform 
among the production and spending sectors. These differences are highlighted in 
the attached table, which shows the per cent changes in the first year of recovery 
for the major components of national income and expenditure. 


SECTOR PER CENT INCREASE (+) OR DECREASE (-) 
From To From To From To 
4 3 2 1 2 l 


Quarter Quarter Quarter Quarter Quarter Quarter 
1949 1950 1954 1955 1958 1959 


Labour Income .............. + 7.3 + 3.8 = 1523 
Corporate / 

REINS sci cestis vache + 47.3 + 4.1 + 9.6 
Interest and 

Dividends ee + LT6 + 13.8 + 13.6 
Farm (net) 

Income + 14.2 + 12.3 —- 58 
Unincorporated 

Business + 10.1 + 3.2 + 2.0 
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Consumer 


RN acs k05 ccna gatoeatiaes + 8.9 + 5.8 + 59 
Government 

NN sisi ctulsneanesosaces + 4.8 + 93 —- O5 
Capital 

BOPMABOR i. ccd ocek sees + 13.4 — 1.1 — 4.1 
Mesidential oo.....c.cccscs0us- (+ 17.3) (+ 11.4) (+ 0.9) 
Non-Residential ............ (+ 12.2) (+ 4.4) (— 9.9) 
Machinery & 

POBIDINERE oc... ..50:62255-- (+ 11.9) (— 12.8) (— 1.5) 
Inventories (Absolute 

change) million $ .......... + 442 + 472 + 784 
GIP. - GINGE.. ....::5.. + 9.6 + 6.0 + 3.8 


On the income side, every single factor is weaker in the 1958 recovery than in 
1949-1950. Only two, although these are important ones, labour income and profits, 
were stronger than in 1954-1955. Farm income has actually dropped during the 
current recovery. The final outlook here will depend on the current crop and pros- 
pects are not too hopeful at the moment. 

It is the demand, or spending, side of our national accounts that really tells the 
story. Here again, every spending sector is weaker than it was in 1949-1950. Two 
sectors—the all important consumer and inventory rebuilding—are stronger than 
in 1954-1955. 

The pronounced lag has been in business spending for capital goods, which, despite 
a year of general business revival, is still declining. The increase in total product of 
$1.2 billion is exactly matched by the rise in consumer spending. Thus, the sub- 
stantial swing around in inventories, some $800 million, has been just enough to 
offset the continued decreases in capital spending and the expansion in the deficit 
with foreign countries. One might well ask how long and how far an expansion can 
go that is based on consumption and stock building. 

A similar picture emerges when we examine physical measures of activity such 
as production, employment and unemployment. In the current recovery, production 
in manufacturing and mining has risen 8%, compared to 11% in 1954-1955 and 
10% in 1949-1950. 

Employment, which continued to fall after revival had set in, has recovered its 
level of a year ago just within the last few months. In 1954-1955 it had risen nearly 
1% and in 1949-1950 by 2.5%. 

Unemployment has shown a considerable betterment although this is in part a 
reflection of the high recession levels. The number of ‘persons seeking work has 
dropped by 18% in the past year, compared to 11% in both earlier expansions. 
Still, at the latest count, 5.4% of the labour force were without jobs, emphasizing 
that we still have not recovered to the full employment level. Nor have capital re- 
sources been brought into full play as below-capacity production levels still prevail 
in steel, newsprint, base metals and fuels. 
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In short, the recovery to date has been slow and partial and has left us short of 
the full employment of resources. Whether, in the months ahead, these resources 
are brought into production to carry the expansion along, depends on a further 
increase in demand. Especially critical will be the demand for our goods abroad 
and the demand for new capital facilities at home. Consumer spending cannot be 
sustained indefinitely unless the income stream is fed by business spending. Business- 
men will not continue to build up inventories unless customers continue to increase 
their purchases. 

What then are the prospects for exports and capital spending? The recovery in 
the United States has been more pronounced than ours so far, but it has had little 
impact on our exports. There are no signs of the American prosperity reversing, al- 
though its rate of growth is expected to moderate. If the U.S. continues to grow, we 
should expect some revival in our sales of traditional items. It is difficult to envisage 
a rate of expansion in our exports that would press seriously against existing capacity 
ceilings. A major incentive to the creation of new capital is therefore missing. The 
summary for exports, mildly upwards. 

Forward indications for capital spending provide little more assurance. The De- 
partment of Trade and Commerce survey of intentions earlier this year suggests a 
further decline in capital spending. This is confirmed by the continued decline in the 
first three months. 

However, the investment survey was greeted with cautious optimism and the 
prospects for actual spending exceeding intentions should not be discounted. Resi- 
dential construction is obviously headed for much lower levels. Contracts awarded 
for non-residential building are holding up reasonably well and actual spending 
should rise, although moderately, during the year. 

New orders for producers’ equipment have recovered as well and are predicting a 
moderate revival in actual spending for most of 1959. 

The general pattern suggested by this review of the demand sectors is for a con- 
tinuation of a moderate prosperity in the months ahead. Most activities will be moving 
in the right direction but little evidence can be found for a quickening in their pace. 


This raises a final question regarding the concern over inflation which is unneces- 
sarily strong and vocal in some quarters. Wholesale prices are up only one per cent 
in a year of recovery and are well below their late 1951 peaks. Industrial material 
prices have risen nearly three per cent, but this is less than one might expect. Con- 
sumer prices are near their all time peak, which resembles more a plateau stretching 
back six or seven months. 


Just about the only current sign of inflation is the stratospheric level of interest 
rates. In view of the moderate growth in the demand for goods and money (at least 
in the private sector), one can only conclude that the high price of money stems 
from the supply side of the market. 

The expansion is delicately poised at the moment on consumer wna inventory 
demand. This base may be broadened slowly in the months ahead by the addition 
of foreign and capital spending. Appropriate policies will be needed to keep the 
Canadian economy rolling toward its goal of full employment. f 
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WHAT ACCOUNTING MEANS TO OUR 
HOSPITALS* 


By Walter W. B. Dick, 
Partner, 

Hudson, McMackin & Co., 
Moncton, New Brunswick. 


The accounting process is the only means of establishing the 
offensive and defensive figure facts which the hospital ad- 
ministrator and trustee must have if they are to attain their 
hope for the future—a deficit-free operation. Some of the 
principles which make the accounting function so essential 
to sound decision-making in this area are outlined here. 


ITH the full bloom in 1959 of national support for Government Hospital Care 

Insurance, much advance emphasis is being placed upon anticipated financial 
operations free of deficits. This emphasis implies that the age-old dilemma of deficits 
will no longer be the lot of hospital trustees and administrators. 

Now, a long time ago a philosopher truly said that a man is known by the dilem- 
mas he keeps. Since man’s mien mirrors his experiences, trustees and administrators 
will henceforth become known for their serenity—a serenity similar, no doubt, to 
that so often depicted in advertising releases associated with the prosperous business 
executive. 

Such serenity, of course, only occurs where the executive is—armed with the 
financial facts. In this regard, it follows as night the day, that the accounting process 
is the only means of establishing both offensive and defensive figure facts that stand 
the full test of accuracy. 

With the establishment of the basic reason for accounting, peace of mind (reflected 
in mien)—some attention may be given to a few of the attributes of accounting that 
yield the figure facts essential for sound decision-making. 

However, before doing so, it is timely to draw to your attention an appropriate 
moral so well stated by the humorist James Thurber, namely, “She who goes un- 
armed in paradise should first be sure that’s where she is.” 


WHAT IS ACCOUNTING? 

In the hospital, accounting may succinctly be said to be the best way known to 
man for summing up the services rendered patients in terms of the universal eco- 
nomic denominator, money. Unfortunately, the process of recording and classifying 
the time and capacity of personnel, as well as goods consumed, is commonly assumed 
to be the main function of accounting. While this mechanical process requiring for 
the most part clerical adeptness is vitally important, the resultant figure facts found 


*An address given at the Maritime Hospital Association Conference in June, 1959. 





Walter W. B. Dick is a Registered Member of the Society of Industrial and Cost 
Accountants of New Brunswick and a Vice-President of the Canadian Society. A 
Chartered Accountant, he has been a Partner in the Moncton firm of Hudson, Mc- 
Mackin & Co. for several years. He is a graduate in Commerce from Queen’s Uni- 
versity and attended the Graduate School of Business of Columbia University. 
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in financial statements are the tools most useful to trustees and administrators. These 
figure tools provide the information for decision-making which are basic to policy 
and administrative action. In utilizing the figures found in financial statements, the 
user familiar with the accounting process, generally speaking, is better able to recog- 
nize the limitations as well as the significant signs in them. At the same time, the 
inexperienced may soon, with little applied effort, grasp statement items revealing 
not only position but trends. 
The financial statements, an end product of accounting therefore, do have a signifi- 
cant story for everyone. 
Along with the development of the financial story, accounting provides manage- 
ment with the administrative means to exercise the following functions: 
1. To measure results 
2. To control 
3. To report stewardship 
It is evident that accounting means several things to our hospitals, all equally im- 
portant. Briefly, the areas of use are these: 


TO MEASURE RESULTS 

The operating statement, which in the hospital is described as the Statement of 
Revenue and Expenditure, while prepared monthly, is arranged to measure changes 
occurring during the period of a year in providing patient care. This statement shows 
both income and outgo for the period in terms of income and expense. Such a state- 
ment is similar in nature to the profit and loss as well as trading and manufacturing 
statements found in businesses organized with the profit motive. The purpose of the 
operating statement in each instance is to measure the relationship of Revenue to 
Expenditure or if you like income to expense. 

In so doing, accounting calls for the use of certain general principles or rules, if 
you prefer the latter term, that have been developed over the past 465 years or so. 
One of these principles has to do with allocating to each accounting period a 
proper portion of relatively large expenditures such as are incurred for building and 
equipment. Such transactions are found in the depreciation entries. Another prin- 
ciple is the use of accrual accounting which simply means providing for accounts 
receivable and accounts payable. A further useful principle has to do with con- 
sistency, such as in the classification and terminology relative to both income and 
expense items. In the case of inventories, the method of pricing consistently and 
appropriately is important in determining the results of operations. 

At the beginning of this article some observations were made about deficits being 
a thing of the past. It is important to hospitals, and this is where accounting means 
something to our hospitals, that the operating results of the future be measured as 
they were in the past. It is assumed that in the immediate past appropriate account- 
ing procedures and principles were in use consistent with the objectives of the hos- 
pital, with full administrative control within the institution itself. 

Other figure facts that are developed with the measuring of results statements, are 
the unit costs. In discussing costs the most time-honoured ratio is the adult patient 
day. At the same time other useful ones are those associated with meals, laundry, 
special professional services, such as X-Ray examination, and out-patient visit. It is 
perhaps pertinent to observe that statistics—that is quantitative data—are an essenti- 
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al ingredient in the unit cost calculation. Needless to say, these statistics to be useful 
should be accurate and susceptible of association with the dollar data coming out of 
the accounting process. 

Again, in any unit costing it is essential that both the originator and reader of 
such unit costs understand the full significance of the figures going into the ratio. 
Furthermore, if comparisons are being made, it is essential that the figures come out 
of a similar approach in both the general accounting and the costing. Here is an area 
in which there can be many grounds for argument. In this regard, it is imperative 
that the good general accounting advocated in the Canadian Hospital Accounting 
Manual be in full use in your hospital. That is, if you want your accounting to mean 
what it should to you—a source of indisputable financial facts. 


TO CONTROL 

Double entry transactions are another principle of the type of accounting which 
should prevail in hospitals to give full meaning to its use. In this same connection, it 
is possible to arrange an internal control program around the accounting mechanics 
that give effect to double entry recording of financial transactions. 

An Associated Press news release of April 30, 1959 shows the potency of the 
comments made here on control available in double entry and internal control. The 
newspaper release is as follows: 


GREEDY BANKER JAILED SIX YEARS 
John Wesley Streater, a bank vice-president whose $500,000 embezzlement was 
uncovered after a one-cent bookkeeping error, recently was sentenced to six 
years in prison. The error was turned up by bank officials trying to determine 
what was wrong with a new bookkeeping system. An audit showed $531,000 
missing during the last 25 years. 

Another built-in control feature in hospital accounting is the funding of the main 
classes of resources in use. The two main funds found in all hospitals are Revenue 
Fund and Plant Fund. Other less frequent funds are those concerning bequests and 
the like which are placed in an Endowment Fund. Not only is there provided the 
means for control but there is an opportunity to present and demonstrate significant 
differences between Revenue Fund resources and Plant Fund resources. In general, 
Revenue Fund accounts are similar to those found in business and referred to as 
working capital. 

Another significant control device coming up constantly in the news these days is 
the budget. The budget in essence is an attempt to plan the financial course of opera- 
tion at least a year in advance. The budget is usually drawn up in much the same 
form as the historical measuring statement already discussed and has its beginning, 
of course, in past experiences. Both income and expenditure figures in the budget give 
effect to known changes in volume and quality service to be performed as well as 
changes in the price level. As in the case of the measuring statement, statistics ot 
volume of service perform an important part in the estimated results portrayed in 
the budget. 

For a budget to be effective it is essential that the figures bear a reasonable re- 
semblance to a practical operation. In other words, there is no point, for example, in 
providing for staff positions for which no person is available. 
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While it is true that there is much practical benefit in comparing budget and actual, 
the greatest benefit in the budget for administration is in the planning stage. Once the 
budget course is set, every effort should be made to stay on it. However, if change 
is required, then steps can and should be taken to adjust budget figures. At the 
moment, some importance is placed on budgets in determining reimbursing rates 
for care services provided Government Hospital Insurance beneficiaries. However, 
since in most instances final reimbursement is to be settled on actual experience, 
the benefits of the budget are still primarily in the planning. 

In truth, if your general accounting is adequately and appropriately designed, 
there should be little difficulty in developing informative and useful budgets. 

In accounting as in the history of man, coming events cast their shadows. By watch- 
ing the trend in financial statements it is possible for the alert administrator to fore- 
cast needs and events. This is another control feature inherent in well-arranged, con- 
sistent accounting presentations. 

Finally, while accounting makes available the mechanical means for controlling 
economic resources, administration can only use such devices by the application of a 
due amount of administrative effort and awareness of the ultilities therein. 


TO REPORT STEWARDSHIP 

One of the most outstanding characteristics of accounting is the way in which it 
can be used to summarize in balance sheet and operating statement form the re- 
sources and activities of both the largest and smallest organized effort. 

The figures presented in the balance sheet and operating statement in each in- 
stance are full of significance. This observation is attested to by the use which is 
made of such statements by the analysts who are employed in the investment field. 
In other words, these statements provide a means for communicating with interested 
parties. At the same time, pages of narrative reporting are avoided in the case of 
large undertakings. 

Boards of trustees and administrators of hospitals in assuming office accept re- 
sponsibility for using in a judicious way the economic resources placed under their 
care. At the same time they must show that they used these resources to attain the 
objectives of the institution. The best known way for this stewardship to be reported 
is, of course, through financial statements prepared in the manner prescribed in the 
Canadian Hospital Accounting Manual. With such statements it is possible for pro- 
fessional auditors to attest to the accuracy of the reporting. 

Communicating is one of the most difficult tasks performed by man today, yet we 
all spend a great part of our time doing it. Financial statements—the balance sheet 
and operating statement—may well be described as the poetry of financial figures. 
This, because it is certain that any narrative report would not only be relatively 
voluminous but dull in the attempt to be descriptively precise. 


FALSE CONCLUSIONS 

Every day and everywhere hospitals are cited for their apparent ability to survive 
a continuous series of operating deficits. This situation has a long history and stems 
undoubtedly from a lack of self-understanding. 

While accounting does produce the financial facts, giving meaning to the eco- 
nomics of hospital care services, there must be a supporting philosophy. In this latter 
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regard, nowhere in today’s world of mass production and concern for the social 
welfare of the individual is there an advocacy of deficits as a basic principle to the 
care services. As a matter of fact, such operations can only lead to a deterioration 
in care services. Other things being equal, an institution that enjoys good economic 
health is more able to fulfil its service objectives. 

Actually then, there is no real reason for deficits in hospital, if those concerned 
with them are willing to make an effort to change the thinking approach to hospital 
operation. 

It is suggested that the misconception of the past may well lead to an unhealthy 
climate. In mind are the conclusions associated with the cause of operating deficits. 


On Sunday it’s bad debts and free care 
On Monday it’s ward and free care 

On Tuesday it’s nursing education and free care 
On Wednesday it’s nursery and free care 

On Thursday it’s emergency and free care 

On Friday it’s out-patient and free care 

On Saturday it’s semi-private and free care 

And then to simplify the matter, the observer concludes for the public that the 
cause of deficits is free care. Actually, as you have surmised and now know, it is a 
combination of several factors that give rise to operating deficits. 

The thought to be taken from these remarks on false conclusions is that the oper- 
ating deficits which have occurred in our hospitals result for the most part from 
undercharges to those who have the ability to pay and not necessarily from the 
indigent who is loosely referred to here as free. 


OUR CONCLUSION 

In introducing the subject of what accounting means to our hospitals it was sug- 
gested that for peace of mind the hospital trustee and administrator must be armed 
with the figure facts. 

Now, the only way to get these figure facts is through the accounting process. Not 
only will such information provide proof of past action but offer facts for future 
action. In other words, armed with the figure facts, present position can be defended 
and knowledge is available for offensive action to reach future objectives. 


For further reading 
PATIENT ACCOUNTING BROUGHT UP TO DATE, by E. T. Clark, Systems, July-August 
1956. 
HOSPITAL ACCOUNTING. A survey by the Maritimes Hospital Association Accounting 
Institute, November 1958. 
CONTROL THROUGH ACCOUNTING, Canadian Hospital Accounting, July 1958. 
UNIFORM HOSPITAL ACCOUNTING, by W. W. B. Dick, Canadian Chartered Accountant, 
February 1952. 
HOSPITALS NEED BUSINESS KNOW-HOW, by J. J. Brennan, Jr., Harvard Business Review, 
Sept.-Oct. 1954. 
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PLANNING FOR PROFIT IMPROVEMENT— 
A FUNDAMENTAL APPROACH FOR 
YOUR COMPANY* 


By Gerald G. Fisch, 

Executive Vice-President and Managing Director, 
Payne-Ross Limited, 

Montreal, Quebec. 


Utilizing the technical devices and tools and modern business 
philosophies which the present fast-moving age makes avail- 
able, there is no reason why any company cannot achieve 
perpetual optimum profit most of the time. In the following 
article, the author details the basic planning steps to be fol- 
lowed and the factors which must be considered in attaining 
this objective. 


N THE PAST a great deal has been written about profit. In the last few years 

much interest has been aroused by Long Range Planning and, more recently, 
questions have been asked in the field of Short Range Planning. In meetings with 
management or professional groups on profit improvement and Long Range Plan- 
ning, subsequent discussion seemed to indicate that the participants were interested 
in planning for profit improvement, but the real concern was with achieving in- 
creased profits. In other words, how do you actually increase profit? What is known 
that can be applied to the individual company? 

This paper is an attempt to discuss some of the basic factors involved in perpetual 
optimum profit achievement. What this really means is that sacrificing tomorrow’s 
profit for today’s profits is obviously not satisfactory; having low profits every year 
is not satisfactory either; as management people, we are interested in achieving per- 
petual optimum profit levels. 

Over the years management literature has tended to deal more and more with 
management in a segmented sense and detailed papers on one small part of an 
aspect of management are common. As most people are too busy to read all of the 
literature they receive, it is sometimes difficult for them to connect some of these 
ideas and to understand how the newer tools of planning actually can be utilized 
to achieve optimum profit levels. They are not really as interested in management 
fads and new segmented theories as they are in practical approaches to their current 
problems. 


*This paper was presented at the 38th Cost and Management Conference recently 
held at St. Andrews, N.B. 





Mr. Fisch, who has managed the consulting practice of Payne-Ross Limited since 
1957, has spent the last ten years in management consulting work ranging from 
management control to organization, profit improvement programs and long range 
planning. A graduate of M.I.T. in industrial management and engineering, he is 
also a graduate of McGill University. He is a member of the Engineering Institute, 
the Society for the Advancement of Management and the American Management 
Asociation. Mr. Fisch has also lectured extensively for the Society, participating in 
various executive development seminars across Canada. 
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This paper in an—attempt_to put together some of the factors which yield that 
elusive result—the perpetual optimum profit. 

Very few companies achieve this perpetual optimum profit all of the time, but 
there are some that come very, very close. It is interesting to note that many of the 
companies which do come close, make full use of most of the planning tools; essenti- 
ally they apply, and have applied for some years, many of the approaches, principles 
and methods which are discussed in this paper. 








WHY IS PLANNING NECESSARY? 

Why is planning ‘necessary indeed? Why can’t we simply drift along as many 
companies do, and why is planning suddenly becoming talked about to such an 
extent, certainly more so than in the ’30s or ’20s. The reason that more and more 
companies are interested in planning probably lies in the rate of speed at which 
the world is changing—not merely Canada but the world. This accelerated rate of 
change has affected every industry and every company. Products which would have 
seemed fantastic or impossible ten years ago have become the basis for major new 
industries. Manufacturers of rocket engines, manufacturers of fuselages for earth 
satellites, manufacturers of atomic submarines are just a few examples. Synthetic 
fibres have in many instances displaced natural fibres. Television which didn’t even 
exist in Canada in the ’30s has become a major industry in a bare 15 years. Business 
machines and computers, before even the present machines are well understood, 
promise to supply us with data and information and make computations at speeds 
which are practically incomprehensible to anyone but the expert in that field. Thus 
we see that time is becoming compressed. Achievements which in the past might 
have taken 10, 20, 50 or 100 years or more to accomplish, now take only a few 
short years. This accelerated rate of change demands business leaders and executives, 
in Canada. and elsewhere, who are much more than just specialists in their own 
field in the terms which were understood in the past. Thus men who remain cost 
accountants, or industrial engineers, or sales managers will lag somewhat behind 
those department heads who begin to wrestle with what management men must 
know and understand today if optimum profit and growth is to be achieved by 
their company. The executive of the very near future will be in a position not un- 
like that of a military leader. There, the segmented control of navy, army, and air 
force is no longer practical. The business of war moves so quickly, involving the 
co-ordination of all means of fighting, that admirals, generals and air force commo- 
dores are simply inadequate for the overall task of co-ordination unless they under- 
stand the total implications of a total war. In the same way, business_executives 
in this day and age are no longer adequate to cope. with | with problems in their own de- 
partments unless they u : ions of what it takes to achieve 
the overall profit. What does it take to be a business executive today and what will 
it take in the future? The aim of this paper is to suggest some answers to this vital 
question. 





PLANNING FOR PROFIT 

We briefly discussed why we should plan. Next, we should ask why we plan for 
profits, and how do we plan? It is said that each company in the business com- 
munity is organized for profit. Only for profit though? At any price? Are there any 
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other considerations? In truth each business is organized to achieve specific eco- 
nomic results (sell goods, manufacture goods, render specific services) at a profit. 
However, current profits are sacrificed sometimes to achieve growth or competitive 
advantages. Thus we see that “profit”, at best, is complex to define. However, control 
over short and long range financial results and other achievements of an enterprise is 
essential. 

The factors and inter-relationships discussed in this paper can be applied to any 
organizational unit having a clear-cut mission. The mission can be completely des- 
tructive as in the case of war, or completely constructive. In financial terms, a unit 
can be organized to achieve a profit, a break-even, or a specific loss. Thus, the same 
techniques which apply to profit achievement can be applied to government de- 
partments and to units of the armed forces. 

In the industrial and commercial community, we are engaged in the manufacture 
and distribution of products or in the development and rendering of services. In 
these activities, people invest their savings in specific corporations and profit and 
equity increases are their just reward for risk-taking. This is the profit motive in the 
simplest terms. However, our society has become infinitely more complex since 
the early days of risk-taking. Present tax levels and laws have produced some strange 
but well-known situations. A citizen of another day and age who wasn’t familiar 
with our laws would certainly laugh at the suggestion that it would be a wonderfully 
smart idea to buy a company which had been losing money steadily and had such 
a wonderful accumulated series of losses. Then too, the separation of ownership and 
management in our medium-sized or large corporation has further complicated ap- 
proaches to profit accumulation and use. The executive group not only recognizes 
its obligations to the shareholders, but is unusually interested in the growth and 
stability of the enterprise, and in increasing executive compensation as a result of 
specific achievements. Moreover, repeated research has shown that top business 
leaders are among the most responsible people in our society where the common 
good is concerned, sacrificing much of their leisure time and energies not merely 
for the growth of their company, but for that of their nation, their industry, and 
the growth and the betterment of the world. All these factors have tended to compli- 
cate the whole subject of what profit really is, and what we aim to achieve when we 
speak of planning for improved profit. 


SETTING PROFIT OBJECTIVES 

What then do we mean when we say: “We want to plan for improved profit?” In 
essence, what we want to do is to widen the gap. We want to increase revenues and 
reduce costs, with several objectives in view. As our company becomes more profit- 
able, it becomes easier to borrow money; indeed, the company may be able to finance 
a great part of its growth and expansion needs from its own profits. Another portion 
of this profit improvement is desired to feather the nest, to build up reserves against 
reversals. A third one is to maintain machinery up to date, to maintain latest equip- 
ment in order to strengthen the company’s competitive position. Good profit per- 
formance will enable the company to attract and hire the best available talents in all 
its departments, and thus assure future profits. Now we are beginning to come to 
grips with the reasons for profit planning, and the questions of what profit is, and 
why it is such a desirable objective. 
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There is one final element of the introductory phase of this paper which must be 
covered and that is: when you ask the average businessman what his business objec- 
tive is, he says: “My business objective is to make a profit.” Actually, business ob- 
jectives are infinitely more complicated, as we have already begun to see. If he is 
in the dry cleaning business, to take a very simple example, his business objective 
is in most instances to do the best dry cleaning job he can, at a profit. If he is in the 
steel industry, his objective is to make high-quality steel and to make it at a profit. 
The point here is that the business framework in which a company perceives its 
profit potential is one of the most important factors in assessing the opportunities 
for future profits or for profit improvement. From the minute the product line or 
service mix is fixed, the specific opportunities which exist for profit improvement 
are also circumscribed. They are not necessarily good or bad, but they become 
definitive. For this reason, the greatest opportunities and risks for companies lie in 
the adjustments of their basic product line or of their basic service mix. Herein lies 
greater opportunity for change in the profit picture, both up-and-down, short and 
long-range, than in any other possible type of management decision. 














THE PLANNING CYCLE 

We are now ready to examine Chart I, entitled “The Planning Cycle.” This chart 
summarizes the basic steps in planning and achieving profit improvement. The_first 
step_is to obtain basic information on external conditions. What are the economic 
forecasts for the period under consideration? Is the market for our products ex- 
panding or shrinking? If so, by how much? Have new competitors entered the field? 
Have new methods, new techniques, new research made some of our products ob- 
solete? This, and many other types of information must be obtained from the outside. 
It must be obtained accurately and verified and reverified. 

The second step in planning is to obtain information on internal conditions. This 
requires an accurate assessment, department-by-department and function-by-func- 
tion, of the real health of our company: Where are we strong and where are we 
weak? What corrective actions are indicated? 

We are now ready for the third step. We have the report on external conditions 
and we have a corporate audit. Executive judgment and good staff work are then 
required to assess the corporation’s capabilities in the light of external conditions 
and opportunities and to set realistic profit and growth goals; goals, that is, which 
can be achieved by the corporation in view of its competence, its state of readiness, 
and the external conditions. The same executive judgment and good staff work are 
required to develop workable plans and programs for achieving these profit and 
growth goals. 

The_fourth step,in the planning cycle requires leadership, leadership of individuals 
and the corporation as a whole, to achieve the goals and to follow the plan. 

The fifth step is a feedback step. This simply means obtaining information and 
regular reports on the results achieved according to the plan and the goals. 

The sixth step involves a consideration of adjustments necessary in the goals and 
plans in the light of results achieved. In order to do this, we again need to update 
our information on external conditions and internal improvements before new 
profit and growth goals can be established, and so on. 
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This is the perpetual planning cycle, and those companies which follow it or a 
similar cycle have had unusual achievements. Naturally the steps themselves, or the 
motions, are not enough as is pointed out in the inner circle. Accurate information 
is essential. Good judgment and capable staff work are necessary. Leadership is a 
“must.” Without feedback, we would have no basis for making intelligent adjust- 
ments. There is obviously no substitute for accurate information, good judgment, 
leadership and performance feedback. 

Now in order to put this planning cycle to work we have to understand how 
realistic goals are established for a company or any organization. How do you es- 
tablish workable plans capable of achievement? How do you achieve actual profit 
performance equal or better than competitors? How do you achieve continued 
growth? 


PARAMETERS OF PERPETUAL OPTIMUM PROFIT ACHIEVEMENT 

Chart 2 entitled “The Parameters (or factors) of Perpetual Optimum Profit 
Achievement” seeks to clarify this problem by showing how the new kind of execu- 
tive postulated here can function effectively. He must distinguish very clearly be- 
tween those areas which are under his control and in which he can act, and those 
areas which are not under his control but about which he must have accurate and 
complete information in order to develop realistic goals and workable plans. Under 
the pressures of day-to-day activity, many executives fail to differentiate properly 
between these two areas. 


Some of the parameters may be surprising; for example, the first one is corporate 
philo yH ijon-When you talk to most executives today about corporate phil- 


osophy, they think in terms of a publishable statement which reads well to employees 
and makes a very good public relations impression. The important thing about cor- 
porate philosophy though, is not its value as a showpiece, but how management ex- 
presses its philosophy in day-to-day actions. How the outside and inside world inter- 
prets the corporate philosophy—that’s what counts. Unfortunately, we are bom- 
barded with so much printed material that, unless we see for ourselves, we are a 
little skeptical of all the good intentions. Thus people judge a company by its philoso- 
phy at work. This philosophy at work is a vital and controllable factor in maximizing 
profits and growth. 

The second parameters the acttatpreduct_or service group. Next to corporate 
philosophy this is probably the greatest growth or limiting factor in achieving profits. 
To understand how this works, in the case of an old product, one must examine the 
volume and profit performance of the product over a ten or twenty-year period. 
With a new product, from its beginning one must understand a great deal about the 
market—the motivation of the people who buy, and the competitive products—not 
only those which are identical but those which satisfy an identical need. 

The third factor is the expression sophy in terms of the policies, pro- 
cedures and directives in use. Here again, what is written may not be portant 
fact. Written policies, procedures and directives when they are clear-cut are valu- 
able, particularly in large companies; but if the policies followed and the procedures 
used do not match those in the book, then the written material may not be too help- 
ful. The policies, procedures and directives which affect profits and growth are those 
which are actually used in the day-to-day operation of the company. Now if the 
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written procedures are not truly representative of the real policies and procedures, 
you might as well spare yourself the work of keeping them up to date. 


CORPORATE ORGANIZATION AT WORK 

The fourth major parameter, which is certainly within the control of the executive 
group, is the corporate organization at work. The first factor here is an obvious one 
and that is functional coverage. One of the commonest functions which is frequently 
overlooked, particularly in small companies, is that of product management. (Some 
idea of what is meant by functional coverage is given by Chart 3 which reviews the 
functions of a manufacturing company.) In this matter of product conception and 
management, if a group of men get together and decide to go into business, they'll 
think very carefully about the product they are going to make. They will need some 
special know-how; they must know a market for the product, the future prospects 
for the product, etc. However, after companies have been in business for awhile, 
and particularly if they are profitable, they tend to lose sight of the fact that change is 
rather a rapid thing, and a product which stood them in good stead today may not 
be such a good source of profit tomorrow; so there has to be a group or an indi- 
vidual in the company who concern themselves with a continual examination of the 
profitability of the product line, the development of additions to the product line 
and maybe totally new products. Now this function of “product management” is 
much broader than, say, the engineering function or the research and development 
function. Research can be quite altruistic; it can deal with long-range problems and 
it may not necessarily yield new products when they are needed. Engineering can be 
limiting where it simply means the redesign of an existing product line. But product 
management deals with the basic heart of the business, what it can offer to its cus- 
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develop. 

Another facet here is basic effectiveness of the corporate organization—here we 
have to assess the organization function-by-function and department-by-department, 
and certainly we can see how the executive group has this effectiveness under its 


control. Time utilization efficiency is the third facet and a rather important one. 


Time is probably the most important commodity to be used. There is nothing so 
certain as the passing of time. It can be spent constructively in helping to achieve 
corporate objectives or it can be spent quite destructively in internal machinations, 
in fears, worries and uncertainties about the future because of unpredictable action 
by a department or a manager. 

The next facet of the corporate organization at work is the flexibility-stability 
ratio. It was pointed out before that one of the certainties of the period in which we 
live is an accelerated rate of change. Therefore, the organization must always be 
ready to adjust in a solid way to these changes. At the same time it can’t be so flexible 
as to have no character at all. An organization must have certain things on which 
it stands firm and in which it is stable, things that it does which can be depended 
upon. If the company is too stable, of course, it becomes rigid; it cannot adapt to 
change and sooner or later will die because of it. As the old adage goes, “If you don’t 
bend a little, sooner or later you break.” On the other hand, if you bend completely, 
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you just fall to the ground. This is a very difficult factor to assess, but a rather im- 
portant one to consider. 

The next factor is the risk factor. This really determines to what extent the or- 
ganization has retained the capacity to take calculated risks in order to achieve the 
perpetual optimum profit. After all, business is risk-taking. When we have maximum 
information the risk is of course minimized, but there must be the courage at all 
levels of the organization to take a bit of a chance. Without this capacity, optimum 
profits are not achieved. Certainly the ability of a company to take risks is under 
the control of management. It is very much an executive action factor. The organ- 
ization can take risks and these risks can result in profits or losses. No decision is, 
also a decision. 

The_final factor of the-corporate_organization work is the communications net: 
work. The result achieved by the corporation must be the results of the entire organ- 
ization. Its cohesiveness depends in large measure on the efficiency of communica- 
tions with a minimum of distortions up-and-down or sideways. There are methods 


and techniques available for constructing the communications network. These in- ¥ 


clude proper selection of people, proper verbal and written reports up-and-down 
and sideways and many other facets. The resources listed under the control of execu- 
tive action may be surprising, but not surprising is the listing of money, people, or 
even physical assets as resources. We certainly take cognizance of money and assets 
in accounting. On the other hand in accounting there is practically no cognizance 
taken of designs, patents, inventions, know-how on research and engineering re- 
sults as a resource. Usually it is listed as one dollar, and yet it is probably the most 
important resource, particularly of a manufacturing company. Without this resource, 
in fact, the company wouldn’t be in business. Accounting-wise it is extremely diffi- 
cult to evaluate and so it is always written down, but in terms of executive action 
it must be evaluated and worked on. The third basic group of resources of a com- 
pany, of course, is customer good will, company reputation and product perform- 
ance. This is one of the most important basics for future growth and maintenance 
of profit, and management surveillance of this resource is extremely important. A 
fourth basic of course is the general external relations — government, union and 
public — and they also impinge upon the establishment of realistic goals and their 
achievement. 


INFORMATION PARAMETERS 

Under information parameters we have three types. A major type is corporate 
performancé which we will discuss in more detail; the second one is critical detailed 
corporate appraisal, and the third is the information parameter on external condi- 
tions. Given good executive control of the executive action parameters and a more 
or less continuous flow of accurate information on the three basic information para- 
meters, it is not too difficult to establish realistic goals, workable plans and programs 
capable of achievement, and to achieve actual profits equal to or better than com- 
petitors and continued corporate growth. 

The area of information parameters, is one to which executives with accounting 
and financial training can make unusual contributions and to which, from time to 
time, management consultants have made unusual contributions. To obtain and pro- 
vide the information calls for the broadest possible understanding of the critical 
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facets of an enterprise. Information is required not in accounting terms, nor in mar- 
ket research terms, but in total terms. For example, information on corporate per- 
formance has to be in relationship not to arbitrary budgets, but primarily to specific 
corporate objectives and to achievements according to plans and programs. This 
calls for a totally new approach to the collection of information and to management 
reporting. In many companies it is practically impossible to obtain reasonably ac- 
curate information about the profit contribution, month-by-month, of various prod- 
ucts in the line. Not only is the information itself not available, but the accounting 
and systems and procedures of the company are simply not set up to obtain this in- 
formation and no one is particularly interested in it. Certainly, from an overall point 
of view, the two major factors are the performance of the company as a whole in 
accordance with plans, programs and profit objectives, and secondly, the perform- 
ance of different product groups. The next item of importance is performance of 
the total product line and of individual items in the line in the company’s various 
market areas. If the company is international, then performance by countries might 
be indicated at one executive level and at lower executive levels, performance by 
territories and districts. Performance by functional units and performance by key 
personnel in terms of their contribution to the final achievement of corporate results 
is, of course, another type of reporting which is most useful. Responsibility should 
be fixed implicitly by this reporting in the area where it actually belongs. For ex- 
ample, it is quite foolish to charge manufacturing for costs incurred as a result of 
a drop in sales volume which was not according to plan and not expected. Nor is it 
sensible to report to man on cost factors which are outside his area of control. 




















CRITICAL DETAILED CORPORATE APPRAISAL 

The second group of information parameters which we must consider is critical 
detailed corporate appraisal. There are really only two groups which are capable of 
performing an adequate job in the field of critical detailed corporate appraisal. One 
would be a top management group which operates at the highest level, and the 
second would be an outside management consulting group. In larger corporations a 
third group is used sometimes. This is primarily an internal management consulting 
group which, because of the size of the operation, is capable of performing essential 
services in the same way as an outside management consulting group, but occasion- 
ally is more restricted because it is subject to internal disciplines. It is not sug- 
gested here that a company must make a detailed critique of the strength and 
weakness of every department and every facet of the business on a monthly basis 
but rather, if the company moves to a program of formal planning, it is essential that 
a competent outside appraisal be performed. Certainly a mechanism can be set up 
whereby more frequent routine checks can be run by top management, probably 
twice a year. But certainly, every five years at least and preferably every two years, 
an outside review of the corporation by departments is’ well worth considering. It 
took many, many years to get acceptance in the business community of the finan- 
cial audit by an outside firm of auditors. Today there are some advocates of a 
corporate audit as well as the financial audit. This will not be a simple matter to work 
out. If the corporate audit is done on the same basis as the financial audit, it would 
mean that both audits would be made independently. The auditing firm would be 
primarily responsible to the shareholders and not to management. On the other hand, 
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there is also some merit in a totally different approach whereby the management 
audit is not done on behalf of the shareholders but on behalf of the directors. A 
third approach which could be equally effective, given a receptive management, 
would be a management audit made on behalf of top management. It is a delicate 
matter at best, since most people do not enjoy criticism of any kind, no matter how 
constructive, and tend to be a bit apprehensive about a detailed departmental man- 
agement audit. Nevertheless, the information that comes from such a review is 
essential if a company is to achieve maximum or optimum perpetual profit achieve- 
ment and growth. The method by which the information is obtained is probably not 
too relevant, as long as it is completely accurate and unbiased. Whatever technique 
is used to eliminate the bias will be satisfactory. Why is this such an important point? 
Quite a few companies have failed continually to achieve their plans and programs 
because they have failed to appraise their own profit capabilities realistically. This 
realistic appraisal of capabilities is one of the prime informational necessities to the 
development of realistic profit goals and the establishment of workable plans. If 
management assesses its corporate capabilities inaccurately, it can seriously over- 
extend itself and get into difficulties, even to the point of risking bankruptcy by 
charging the organization with tasks and financial commitments which are indigesti- 
ble from a corporate point of view. 


INFORMATION ON EXTERNAL CONDITIONS 

The final point has to do with external conditions. Here again, very few companies 
regularly get the same kind of extensive information on external conditions that they 
do on corporate performance. If information on corporate performance is current, 


as it is in many instances, some information on departmental efficiency is certainly 
available, but frequently information on external conditions is woefully lacking. 
Many, many companies make important decisions on sales objectives and revenue 
forecasts, which are not based on independent, accurate information on external 
conditions but on guesses by the salesmen. Now salesmen are picked for optimism 
and persuasive ability. Few of them have strong analytical ability besides. Few of 
them are trained in analyzing competitive factors and economic trends. Few of them 
are trained to interview potential customers in the light of quality and service levels, 
to assess accurately the real strength of competition, to assess the sales strategy of 
one company versus another, etc., etc. Thus market research and sales analysis, 
whether performed internally or externally, and the continuous flow of information 
and summary reporting of this information are as essential to the success of per- 
petual optimum profit achievement as the other two major information areas. If 
the market is shrinking, no matter how competent the company and how effective 
the performance, much of the effort will go to naught. If a competitor has come 
out with a new process or product which makes our company’s product obsolete, no 
matter how efficient we are in every other way, we will be in difficulty. Thus we can’t 
stress too strongly how important it is, by whatever means, for every company to 
obtain at least a minimum of information on all the important aspects of external 
conditions. These aspects include the following: 

Changing customer needs—this includes technological changes and basic need 
changes. Some examples might be as follows: in the radio field, the emphasis has 
shifted from radio to television; in the gramophone field, gramophone moved to 
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long playing records, high fidelity, and stereophonic equipment. This involves chang- 
ing customer taste, and changing competitive factors. In the beginning, the electric 
typewriter did not seem much of a threat to conventional typewriters, yet today it is 
a major threat. Thus basic information on the changing facets of the market, on the 
basic motivation of people buying the product, and on changes occurring in the 
market is essential. The changing size of the market, considering all possible com- 
petitive products, is very important. Market penetration by geographic regions and 
changes in this penetration are other very important areas of information on exter- 
nal conditions. Field sales is another area where attempts must be made to assess 
effectiveness in relationship to that of competitors. Changing distribution channels, 
most efficient use of middlemen, pricing and discount practices and their effect on 
sales revenue, packaging trends in the market, changing economic trends—all these 
must be considered in order to arrive at realistic goals and workable plans. More- 
over, without knowledge of external conditions, it is impossible to decide what ad- 
justments must be made in those parameters coming under executive control if 
the company is to remain in tune with the times. 


FUNCTIONS OF A MANUFACTURING COMPANY 

For the manufacturing company, another aspect of the basic approach underlying 
perpetual optimum profit performance is outlined in the functions of a manufactur- 
ing company, Chart 3. The first point about this chart is that, like all work under 
this system of planning, it is geared to achieve very specific corporate objectives. 
Secondly, it puts a strong emphasis on checks and balances between the basic func- 
tions, the relations functions and the resources control functions. It puts unusual 
emphasis on the supervision of the product and service line; it states implicitly and 
explicitly that that is the basic function which circumscribes the profit opportunities 
of the company. Research, development and engineering are only facets of this 
function. Certainly the chart does get away from the traditional line staff type of 
chart. We should not read into the chart any implicit conclusions that one or more 
functions may not be grouped under one executive. Rather this chart is intended to 
remind us of the basic total functions to be performed. Whether a person performs 
one or a dozen functions depends a great deal on the size af the operation and the 
level of the company’s objectives in terms of profits and growth. 

Thus we have seen that, technically and philosophically, in this rapidly moving 
business environment of ours, a whole series of devices and tools are available to us. 
A somewhat adapted philosophy, under capable leadership and properly executed, 
could, perhaps, assist a company immeasurably in achieving unusual profit and 
growth objectives. Effective results require accurate and fairly complete information, 
good judgment and technical competence in setting objectives and developing plans, 
accurate and timely feedback and effective leadership to guide the corporation at all 
times. r 








For further reading 
LONG RANGE PLANNING—AN APPROACH TO LEADERSHIP, by G. G. Fisch and D. L. 
Jacoby, Cost and Management, April 1959. 
PLANNING A PROFIT IMPROVEMENT PROGRAM, by F. R. Manuel, Cost and Manage- 
ment, December 1957. 
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CHART III 


FUNCTIONS of a MANUFACTURING COMPANY, 
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Books in Review... 


INTERNAL AUDITING, SECOND EDITION 
By Victor Z. Brink and James A. Cashin, The Ronald Press Company, New York, 
1958. pp. 478. $6.75. 


Reviewed by Dr. Michael Albery, Professor of Economics and Finance, Boston 
College. ; 


Very few men working in internal auditing have had as extensive an experience 
in this field as Mr. Victor Brink from the Ford Motor Company. Before joining the 
Ford International Division, in which this reviewer was also employed in Staff ca- 
pacity, Mr. Brink was actively engaged in devising internal auditing procedures and 
in conducting internal audits in all the other Ford Divisions. Those who are familiar 
with the activities in Dearborn and the numerous plants around the country and 
abroad have an idea of the broad scope and the diversity of problems to be coped 
with. Mr. Brink’s co-author, James Cashin is a lecturer in accounting at NYU and 
chief internal auditor with St. Regis Paper Company. He is certainly a very worthy 
partner of Mr. Brink, whom we would like to call The Nestor of internal auditing. 

This is the second edition of the book, the first one dating back to 1941. It is 
destined for college students of auditing and accounting as well as for men actively 
engaged in internal auditing. And it certainly fulfills its aim. The first part of the 
book deals with the objectives of internal control. The second part describes the 
place of internal auditing within the frames of corporate organizations. Part three 
is devoted to the methods of handling cash, receivables, inventories, fixed assets, 
prepaid expenses, deferred charges, accounts and notes payable as well as to accrued 
and other liabilities. Part four, entitled “Operating Activities” deals with auditing of 
sales, billing, purchasing, payrolls, production costs and cost of sales and cost of 
distribution. Furthermore, in part four the authors discuss the use of accounting and 
electronic machinery and statistical sampling. Part five is concerned with special 
activities of internal auditing and the coordination of internal auditing activities with 
the work of outside auditors. 

The whole gamut of internal auditing activities seems to have been thoroughly 
covered by the authors and the appendix contains a useful addendum relative to the 
responsibilities of the internal auditor as well as a summary or Review of Internal 
Control, published by the Institute of Internal Auditors. 

The authors are correct when stating that management’s attention is focused 
more On production and expansion and less on the efficiency of internal operations. 
The appraisal and analysis of internal operations can best be arrived at by a well 
functioning internal auditing department, whose members have to enjoy indepen- 
dence. The internal auditors have to be able to speak without fear of displeasing 
anybody, if their work is to bear proper results. Their independence can be best 
assured by placing them in the appropriate place on the organization chart. 

To dispel the idea that internal auditing is not needed when outside auditors are 
employed, the authors explain that internal auditors are responsible to management 
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and are concerned with activities, operations and processes. They are concerned with 
various internal procedures and control over adherence to procedures. The major re- 
sponsibility of outside auditors is to “determine that financial statements . . . contain 
reliable and trustworthy data.” As a guide to explain the work of the internal auditor, 
the authors state the major elements and the nature of the task. First, of all, the in- 
ternal auditor is expected to establish the validity and reliability of the facts. Then 
he has to ascertain that the processes have been carried on in accordance with the | 
rules, policies set down in manuals, bulletins, letters, or as expressed orally by re- 
sponsible authority. He has to check upon the efficiency of the various elements of 
the accounting operations. He has to suggest improvements. He has to decide 
whether, in a particular situation, a test-check is sufficient or whether he has to make 
a detailed verification and analysis. 

Among the more general and special non-recurring activities carried on by internal 
auditors, the authors emphasize the furthering of management objectives by design- 
ing accounting procedures to this effect. 

Internal auditing is of course one of large enterprises’ prerogatives. Small corpora- 
tions just cannot afford the expense of additional staff employees and have to rely 
on controls exercised by owners, managers and outside auditors. The necessity of 
some form of internal audit in small enterprises has not been given any special at- 
tention by the authors. The owners and managers of small enterprises however, will 
derive considerable benefit from the study of the book. Small enterprises are prone 
to conservatism and if some of the managers read this review and peruse the text #f 
by Brink and Cashin, the reviewer’s effort will certainly not have been in vain. Man- 
agers and owners of small enterprises will find many pointers useful in detecting 
weaknesses in their organizational set-up. Accountants of large enterprises, working 
in the field of internal auditing, will find this book to be an indispensable tool in theit By 
daily work, and a prolific fountain of information about every phase of auditing that, 
they may have to tackle. 

Your reviewer is of the opinion that the authors have successfully accomplished 
their stated aim. The book is well written, covers all phases of internal auditing, 
is very readable and will no doubt be appreciated by teachers, students and) 
practitioners. 


PERSONALS 


D. R. GILMASTER, C.A., has joined Canadian Food Products Limited, Toronto, as Vice 
President, Finance, and Treasurer. Mr. Gilmaster was formerly Controller of John 
son & Johnson Limited in Montreal. 


FRANK E. WOOD, 0O.B.E., R.I.A., a Past President of the Society of Industrial and Cos 
Accountants of Canada, was elected Third Vice-President of the Ontario Motof 
League at a recent Directors’ Meeting in Toronto. Mr. Wood is Secretary-Treasuré 
and a Director of the Marathon Corporation of Canada, Limited. 
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